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THE READJUSTMENT OF OPERATING EXPENSES 



MELVIN T. COPELAND 



LOOKING at the business cycle broadly, one of its 
^prominent features is the revision and readjust- 
ment of operating expenses that it necessitates. In a 
period of prosperity, when selling prices are rising and 
the volume of sales increasing, wages, rents, and other 
items of expense almost inevitably tend to rise. In 
any one business some items of expense usually rise 
faster than selling prices, while other expenses lag be- 
hind. The normal relationship between industries and 
trades, which are buying each other's products or 
competing for raw materials, transportation space, 
labor, and credit, also is upset. The result is that 
eventually the balance between costs and prices is 
gravely disturbed. 

After the peak of prosperity is passed, sales slump, 
and a rapid drop in prices occurs in most industries. 
The falling off in revenue necessitates downward re- 
adjustment of operating expenses through curtailment 
of production, through the increased efficiency of em- 
ployees, through the introduction of more economical 
methods of operation, or perhaps through actual re- 
ductions in wage rates, rents and other items of expense. 
Pending the outcome of such readjustments, the profits 
of the business are jeopardized; the degree of jeopardy 
is reflected, in the case of a large corporation, in the 
reluctance of investors to buy its securities. During 
the readjustments of the summer of 192 1, for example, 
it is probable that the depression in security prices has 
been intensified, not only by foreign influences and by 
a lack of funds in the hands of investors, but also by the 
hesitation of investors to buy securities before there 
is evidence that operating expenses have been success- 
fully brought into line with reduced income. During a 
period of recovery of business prosperity, such as we 
now seem to be facing, the normal balance between 
costs, prices, and profits tends to be gradually restored. 

The adjustments and readjustments of operating 
expenses suggested in this rough sketch are part and 
parcel of the business cycle. Data are not available 
to permit a close analysis of the processes by which the 
adjustments work out. Such data as have been col- 
lected, however, indicate that a thoroughgoing study 
of operating expenses with reference to the business 
cycle probably would reveal where maladjustments 
tend to occur and indicate the points that are most 
symptomatic of future conditions. 

The scattered data of this sort that are now available 
include those given in the Federal Trade Commission 
Report on the Leather and Shoe Industries, August 21, 
1919, the report on the retail clothing trade x by the 
Bureau of Business Research, Northwestern Univer- 
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sity , and the bulletins on operating expenses in the retail 
shoe, grocery, hardware, and jewelry trades and in the 
wholesale grocery business by the Bureau of Business 
Research, Harvard University. 

In the report of the Federal Trade Commission, cost 
figures per pair are given for the 5 years 1914-18 for 
76 grades and styles of shoes, including 25 of men's 
shoes, 40 of women's shoes, 4 of misses' shoes, and 7 of 
children's shoes. The cost figures, obtained from 13 
factories, are classified into leather, materials other 
than leather, labor, and overhead. A brief examination 
of the figures for overhead indicates wide variations 
that probably were due to differences in accounting 
methods; consequently, overhead costs and total 
costs are not included in the following summary pre- 
pared from the report. For the purposes of this sum- 
mary, the actual figures for each of the three items of 
cost and the selling price per pair have been converted 
into relative figures. The 1914 figure in each case was 
used as the base; percentages were computed; and 
simple arithmetic averages of the percentages were 
taken as the "relative costs" for 76 styles in each year. 

Table I. — Relative Costs per Pair of Shoes 
(1Q14 costs = 100) 



Leather 

Other materials 

Labor 

Selling price . . . 



1914 


1915 


1916 


1917 


IOO 


102 


125 


I9I 


IOO 


120 


120 


iS3 


IOO 


102 


I06 


118 


IOO 


103 


121 


152 



1918 

186 
169 

134 
169 



According to Table I the cost of leather per pair of 
shoes increased 86 per cent from 1914 to 1918. The 
cost of other materials per pair of shoes increased 69 
per cent during the same period; labor costs increased 
34 per cent, and the selling price 69 per cent. Using 
the actual cost figures, the average cost of leather was 
51. 1 per cent of the selling price in 1914 and 54.9 per 
cent in 1918; the cost of other materials was 9.1 per 
cent in 1914 and 9.7 per cent in 1918; while labor costs 
were 18.7 per cent of the selling price in 1914 and 14.6 
per cent in 1918. Such divergencies in costs obviously 
tend to throw an industry out of balance, with the re- 
sult that a period of slackened activity is essential for 
the restoration of the normal relationships. Without 
attempting to draw any hard and fast conclusions from 
these data, it is apparent that similar information for 
representative manufacturing industries would show 
where maladjustments occur during the cycle of price 
changes and give some clues to the relations of these 
maladjustments to each other and to other factors 
affecting business prosperity. 
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Turning to mercantile businesses, the report of the 
survey of the retail clothing trade by the Bureau of 
Business Research of Northwestern University pro- 
vides data on operating expenses, volume of sales, and 
prices in that trade in 1914, 1918, and 1919. In 283 
stores that reported for each of the three years, the 
average net sales per store in 1914 were $53,860; in 
1918, $84,698, an increase of 57 per cent; in 1919, 
$121,306, an increase of 125 per cent over 19 14. This 
increase in sales, expressed in dollars and cents, was 
in part due to the sale of a larger number of units and 
to a greater degree to the rise in prices. In 56 identical 
stores the number of suits sold in 191 8 was 6 per cent 
greater than in 19 14, and in 191 9 the number was 38 
per cent greater than in 19 14. The average selling 
price per suit in these 56 stores, without reference to 
any change in quality that may have occurred, in- 
creased 37 per cent in 1918 over 1914, and in 1919 it 
was 78 per cent higher than in 19 14. These figures 
indicate larger sales of clothing in these stores in the 
last year of the war, despite the number of men who 
had entered military service, and a further heavy in- 
crease in the number of units sold as well as a rapid 
rise of prices in 1919. 

Table II summarizes briefly the comparable data in 
this survey on expenses for wages and salaries, adver- 
tising, rent, and total expense in the retail clothing 
trade. In this table the figures for general expense 
given in the survey are not included; apparently there 
was no standardized practice in handling such items 
as cartage and drayage, taxes on real estate, and in- 
terest on borrowed money, for example. For each item 
the figures received from a group of identical stores for 
the three-year period are given. Thus 227 stores re- 
ported their wages and salaries for each of the three 
years; 211 reported their advertising expense for each 
of the three years. 

Table II. — Operating Expenses in Retail 
Clothing Stores 

{Net sales = 100 per cent) 





Number 
of stores 


1914 


1918 


1910 


Wages and salaries 

Advertising. 


227 
211 
268 


I3-°4% 
2.47 

3-69 


13.20% 
2.05 

2.86 


12.17% 
2.08 


Rent 


2.21 






Total expense . . . 


229 


24-73% 


23-9 2 % 


22.25% 



Thus it appears that in 1918 wages and salaries, 
which constituted more than one-half the total expense, 
were a slightly higher percentage of net sales than in 
1914. The rate at which wages and salaries increased 
was apparently not the same, however, in small cities 
and in large cities, presumably because of the more 
intensified competition for labor in the large cities on 
the rising market. In 175 clothing stores in cities with 
less than 40,000 population, the percentage of expense 



for wages and salaries fell from 12.7 per cent in 1914 
to 12.2 per cent in 1918, but, in 52 stores in cities with 
a population of 40,000 and over, wages and salaries 
increased from 13.6 per cent of net sales in 1914 to 
14.4 per cent in 1918. In the stores in both large and 
small cities, nevertheless, wages and salaries in per- 
centage of net sales fell off in 1 919; in that year in the 
cities of less than 40,000 population wages and salaries 
were 11.2 per cent of net sales, and in 52 stores in cities 
of 40,000 population and over this item was 13.3 per 
cent of net sales. As is indicated later, this decline seems 
to be in contrast to the experience of merchants in 
several other retail trades. On the whole, however, the 
expense for wages and salaries showed a remarkably 
close adjustment to the changes in the volume of sales 
and the rise in prices. It is to be remembered that in 
these clothing stores the volume of net sales was 125 
per cent greater in 1919 than in 1914, whereas the dif- 
ference in percentage of expense for wages and salaries 
in the two years was less than 1 per cent of net sales. 

Rent expense per $100 of sales declined from $3.69 in 
1914 to $2.86 in 1918 and $2.21 in 1919. This falling 
off in percentage of rent expense is similar to the ex- 
perience of several other trades. Although the per- 
centage of rent expense was higher in cities with 40,000 
population and over than in the smaller cities, never- 
theless the stores in both groups of cities showed the 
same tendency for the percentage of rent expense to 
decline. 

Total expense in these retail clothing stores likewise 
showed a small decline, in percentage of net sales, 
during these years. It would be of real value to have 
similar data for these items of expense for the period 
of dechning prices which began in 1920. 

The proportion of sales that are credit sales has a 
direct effect on such operating expenses as office 
salaries and supplies, interest, and losses from bad 
debts. It is significant, therefore, that Table III, taken 
from the report of the survey of Northwestern Univer- 
sity, indicates that the amount of credit granted to 
customers by the clothing stores increased approxi- 
mately as fast as total sales but not more rapidly. 

One of the interesting points brought out by Table 
III is the higher percentage of charge sales in the South 
than in the East and North. Despite minor fluctua- 
tions, however, during these years of rapid changes in 
economic conditions, the percentage of charge sales to 
total net sales showed only slight variations within each 
geographical district. 

Figures on operating expenses in several retail trades 
have also been collected by the Bureau of Business 
Research, Harvard University. Although the stores 
included in the summary for each year are not identical 
with those for other years, nevertheless tests have been 
made by the Bureau for small groups of identical 
stores and the results in all cases have been found to 
conform closely to the figures for the larger number of 
stores. These figures serve to show approximately the 
readiness with which operating expenses have been 
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Table III. — Per Cent of Charge Sales to Total 
Net Sales 



United States : 

Number of stores 

Per cent of charge sales 
East: 

Number of stores 

Per cent of charge sales 
South: 

Number of stores 

Per cent of charge sales 
East North Central: 

Number of stores 

Per cent of charge sales 
West North Central : 

Number of stores 

Per cent of charge sales 
West: 

Number of stores 

Per cent of charge sales 



1914 


1018 


187 

31-86 


295 
30-13 


30 
28.32 


45 
25-25 


24 
45-94 


44 
41.25 


54 
26.38 


87 
26.31 


64 
3°-54 


95 
28.19 


15 
29.36 


24 
27.76 



315 
30-75 

46 

25.96 

48 

42.06 

94 
27-54 

101 
29.25 

26 
27.23 



adjusted to changes in the volume of sales and price 
fluctuations. 

In Tables IV to VII some of the chief items have been 
selected from the summaries published in the Harvard 
Bureau's bulletins. The common figures for gross 
profit and net profit also are given in these tables, gross 
profit being determined by the deduction of the cost 
of goods sold from net sales and net profit by deducting 
total expense from gross profit. 

In contrast to the experience of the retail clothing 
stores, the expense for wages of salesforce was slightly 
higher in percentage of net sales in 1919 than in 191 8 
in the retail shoe, grocery, and hardware stores from 
which the Harvard Bureau received reports. Other 
wages and salaries also were as high or higher in per- 
centage of net sales in these stores in 1919 than in the 
preceding year. As in the case of the retail clothing 
stores, however, the ratio of rent expense to net sales 
tended to decline slightly in each of these trades. 
Despite the variations in some of the individual items 
of expense in the different years covered by the above 
tables, the percentage of total expense remained fairly 
constant during the period of rapidly rising prices, 
except in the retail grocery trade where war-time re- 
strictions and chain store competition probably forced 
the introduction of more economical methods. With 
the recent drop in prices and the opening of a new busi- 
ness cycle, these expense ratios in retail stores may 
undergo marked change, or they may continue to re- 
main fairly constant. The available records do not 
cover a sufficiently long period to warrant any expres- 
sion of opinion on this point. It is noteworthy, never- 
theless, that in all these trades expenses have followed 
prices closely on a rapidly rising market. 

The rate of stock-turn — that is, the rapidity with 
which stocks of merchandise are sold and replaced — 
might be expected to increase in retail stores during 
years of brisk business, thereby lessening interest 



charges and effecting other economies in expense as 
well as a reduction in losses from depreciation and ob- 
solescence. This result was not generally accomplished, 
however, in the recent years of prosperity in the retail 
trades for which stock-turn data have been assembled. 
In spite of the broadly proclaimed shortage of mer- 
chandise in 1 91 9, for example, the rate of stock-turn in 



Table IV. — Operating Expenses and Profits in Retail 
Shoe Stores 

(Net sales — 100 -per cent) 



Number of stores 

Wages of salesforce 

Advertising 

Buying, management, and office sal 

aries 

Rent 

Total expense 

Gross profit 

Net profit 



109 

per cent 
8-5 

i-5 

2-75 
3-3 



23.8 

26.6 

2.8 



1918 



145 

per cent 

8.1 



4.2 
2.7 



23-9 

31-7 
7.0 



197 

per cent 

8.3 

i-3 

4.2 

2-3 



24.0 

33-i 
9.0 



Table V. — Operating Expenses and Profits in Retail 
Grocery Stores 

(Net sales = 100 per cent) 



Number of stores 

Wages of salesforce 

Wages of delivery force 

Other delivery expense 

Buying, management, and office sal 

aries 

Rent 

Losses from bad debts 

Total expense 

Gross profit 

Net profit : 



1914 


1918 


253 


197 


per cent 


per cent 


6.5 


4-7 


i-5 


1.4 


i-5 


1.0 


2.0 


1.6 


i-3 


1.1 


0.5 


0.4 


17-3 


14.0 


21.0 


16.9 


3-7 


2-3 



1919 

175 

per cent 

4.9 
1.4 

1.0 

2.0 
I.I 

0.3 



14.6 

17.0 
2.0 



Table VI. — Operating Expenses and Profits in Retail 
Hardware Stores 

(Net sales = 100 per cent) 



Number of stores 

Wages of salesforce 

Delivery 

Buying, management, and office salaries 

Rent 

Losses from bad debts 

Total expense 

Gross profit 

Net profit 



per cent 
6.2 
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Table VII. — Operating Expenses and Profits in Retail 
Jewelry Stores 

(Net sales = ioo per cent) 



Number of stores 

Wages of salesf orce 

Advertising 

Buying, management, and office salaries . . . 

Rent 

Losses from bad debts 

Total expense 

Gross profit 

Net profit 



1919 



100 

per cent 

8.5 

2.0 

4.9 
4.0 

°-3 



I920 



l82 

per cent 

9.8 
2.0 
4.9 

3-9 
°-3 




wholesale grocery business. Table VIII is a summary of 
information published in a recent bulletin of the Har- 
vard Bureau of Business Research. In the preparation 
of this table the figures of 43 firms were used which had 
reported their expenses in complete detail according to 
the standard accounting system for the 5-year period 
covered. These reports permit of exact comparison. 

Table VIII. — Operating Expenses and Profits in the 
Wholesale Grocery Business 

(Net sales = 100 per cent) 



most retail stores seems to have been but little higher 
than in other years. In the retail shoe stores from which 
the Harvard Bureau received reports, the annual rate 
of stock-turn in 1912-15 was 1.7 times, in 1918, 1.7 
times, and in 1919, 1.8 times. In the retail grocery 
stores it was from 7 to 9 times a year in 1914, 7.9 times 
in 1918, and 8.3 times in 1919. In the retail hardware 
stores it was 1.8 times in 1917-18 and 2.1 times in 1919. 
In retail jewelry stores, the annual rate of stock-turn 
was 1.1 times in 1919, and 0.9 times in 1920. 

These figures do not indicate any such general de- 
pletion of dealers' stocks during the period of rising 
prices as was commonly rumored in business circles. 
These figures for the rate of stock-turn, together with 
the other figures that the Harvard Bureau has published 
regarding inventories at the beginning and end of the 
year 1919, indicate that most retail merchants did not 
foresee the decline in prices which came in 1920 and 
that generally they had large stocks of merchandise on 
hand at the end of 1919. They had bought heavily in 
order to obtain the benefit of rising prices and also 
because of the difficulties of securing prompt deliveries. 
The result of having large stocks of high-priced goods 
on hand when prices began to fall was an abnormal 
curtailment of purchases from wholesalers and manu- 
facturers, thereby intensifying the depression. 

There is urgent need for far more accurate data show- 
ing when and where the accumulation of stocks occurs 
and where curtailment and expansion of business take 
place during the various stages of the business cycle. 
The dissemination of information of this sort probably 
would of itself help to lessen the severity of general 
business fluctuations by revealing the facts which would 
show that oftentimes a supposed shortage is fictitious 
and at other times that the surplus stocks on hand are 
not as excessive as the tradespeople believe. Such data 
eventually should assist merchants in increasing their 
rate of stock-turn during years of brisk sales, thereby 
helping to decrease their operating expenses, lessen 
their credit requirements, and leave them with mini- 
mum stocks at the time when prices begin to fall. 

The only wholesale trade for which figures on operat- 
ing expenses are available over a period of years is the 



Total salesforce (inc. wages and 
traveling expenses) 

Other wages and salaries 

Total fixed charges and upkeep 
(inc. rent, taxes, insurance, etc.) 

Losses from bad debts 

Other expenses 

Total expense 

Gross profit 

Net profit 



1916 


1917 


1918 


1919 


2.7 


2.4 


2-S 


2.2 


2.6 


2.4 


2.6 


2.7 


2.6 


2-5 


2.4 


2.6 


°-3 


0.2 


0.2 


O.I 


1.8 


1.8 


i-7 


i-7 


10.0 


9-3 


9.4 


9-3 


13-3 


13-5 


"•S 


"•5 


3-3 


4.2 


2.1 


2.2 



1920 



2.2 
2-S 

2-S 
0.2 

1.6 



9.0 

8.2 
0.8* 



Loss. 



The reduction of the total expense ratio from 10 per 
cent of net sales in 1916 to 9 per cent in 1920 was not 
the result of a marked change in any one item but 
rather a general paring down in practically all items, 
the decline being the heaviest in total salesforce ex- 
pense, which includes not only wages and salaries but 
also traveling expense of the salesforce. In 1920 prices 
and the receipts from sales fell off at a faster rate than 
expenses. The result was that, whereas gross profit 
was 13.3 per cent of net sales in 1916 and 13.5 per cent 
in 191 7, it was only 8.2 per cent in 1920. The average 
wholesale grocer showed a net loss of 0.8 per cent of 
net sales in 1920. The reflects the drop in prices and 
especially the heavy loss on sugar which was experi- 
enced by many wholesale grocers. 

The average annual rate of stock-turn of these 43 
wholesale grocers was 6 times in 1916, 5.9 times in 
1917, 5.2 times in 1918, 5.0 times in 1919, and 6.3 times 
in 1920. It is to be noted that during the period of 
rising prices the annual rate of stock-turn tended 
steadily to decline and that it rose substantially in 1920. 
This tendency is confirmed by comparisons of inventory 
figures that have been made. Among the 322 whole- 
sale grocery firms with aggregate sales of $643,949,000 
from which the Harvard Bureau received reports this 
year, the firms that showed a net profit in 1920 had an 
average stock-turn of 7.1 times; the firms that showed 
a net loss had an average rate of stock-turn of 5.7 times. 
Thus it appears that the stocks carried by wholesale 
grocers generally did not fail off during the period 
when prices were rising and no curtailment of purchases 
was made until after the demand slackened and prices 
broke. 
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A letter of inquiry concerning sugar purchases in 
1920 recently was sent to a group of representative 
wholesale grocers. Twenty-four replies were received. 
Six of the replies were from wholesalers in the Far West. 
These firms stated that they did not experience abnor- 
mally heavy losses on sugar, owing to their relation with 
the beet sugar companies and the California refineries. 
As one California wholesale grocer wrote: "The trade 
in this section was assured by the cane and beet sugar 
people that they would always be able to rely on being 
furnished a sufficient, reasonable supply for their re- 
quirements and at the most favorable price ruling on 
seaboard refining point basis. The producers and re- 
finers generally did not welcome the extreme antics 
of the sugar market and some did not hesitate to advise 
wholesale grocers against buying except strictly from 
hand to mouth and to avoid any purchases at the ex- 
treme top-notch price touched by the market." In 
the reports on operating expenses in 1920 obtained by 
the Harvard Bureau, it is to be noted that the San 
Francisco Federal Reserve district was the only dis- 
trict in which the wholesale grocers showed an average 
net profit. Among the wholesale grocers in other parts 
of the country who replied to the inquiry regarding 
sugar purchases, seven began to curtail their purchases 
of sugar prior to July 1, 1920, and eleven stated frankly 



that they did not adopt any plan of curtailment before 
the break in the market came. They had not considered 
sugar as subject to the same influences that had started 
the slump in prices in several other industries during 
the first six months of 1920. 

The three points that stand out most strikingly from 
this examination of changes in operating expenses 
while prices were swinging upwards are: (1) the wide 
divergencies that appear in the rates at which the vari- 
ous items of expense and selling prices increased in 
several shoe factories; (2) the closeness with which 
operating expenses followed the fluctuations in receipts 
from sales in several mercantile businesses, as shown 
by the small variations in the percentages of expenses 
to sales; (3) the failure of so many merchants to in- 
crease their rate of stock-turn in years of unusually 
active business, in order to economize in expenses and 
to be prepared for the period of depression. 

The data covered by the present survey are only a 
small sample of the sort of records of business experi- 
ence that are needed. Such records as these, compiled 
on a broad, comprehensive scale for a period of at least 
fifteen or twenty years, are essential for the full inter- 
pretation of the forces that cause the ups and downs 
of business prosperity. 



